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The Economic Basis of Law as
Demonstrated by the Reformation
of NIS Legal Systems
JOHN

I.

J.A. BURKE*

INTRODUCTION

Legal reform in Eastern Europe and in the former states of
the Soviet Union provides a rare opportunity to view the process
of lawmaking on a wide scale. The collapse of the Soviet Union
permitted select newly independent states (NIS) to dismantle their
economic, political, and legal institutions that rested on planned
economic principles.'
The NIS countries chose to establish
* Associate Counsel, New Jersey Law Revision Commission; B.A., Columbia
College; J.D., Seton Hall University School of Law; Ph.D., University of Fribourg, Switz.
From June 1993 to December 1993, 1 served as legal specialist in Estonia for the Central
and East European Law Initiative. From 1993 to 1994, I was also a lecturer-in-law at the
University of Tartu where I taught securities law. From 1994 to 1995, 1 was employed as
advisor to the Estonian Securities Board within the Ministry of Finance. Additionally, I
reviewed and criticized draft laws prepared by the Ministry of Justice. My one and a half
years stay in Estonia provided the opportunity to observe first hand the economic and legal
developments in Estonia, and, to a lesser extent, in Latvia and Lithuania, as these countries
underwent the transition from a planned economy to a market one.
1. For purposes of this Article, the term "NIS countries" refers to the following
select countries: (1) former republics of the Soviet Union; (2) former members of the
Soviet Union's Council for Mutual Economic Assistance (COMECON); and (3) former
countries of Yugoslavia. The use of the term does not cover every country affiliated with
the former Soviet Union or Yugoslavia. Nor does the term imply a monolithic trend to
adopt identical economic or legal policies. The term is a useful reference device, however,

207

208

Loy. L.A. Int'l & Comp. L.J.

[Vol. 18:207

political and economic systems based mainly on free market.
pnnciples. The transition from a planned economy to a free
market economy and from a single-party political system to
democracy made obsolete large portions of the NIS countries' legal
systems that reflected the design of a central economy and a
dictatorship. Reform of the political and economic systems has
-required reform of the legal system. The NIS countries' experience
shows how law is made.and for what reasons, thereby permitting
the construction of a legal theory based on empirical facts. The
short time frame in which the NIS countries are implementing legal
reform renders them a particularly valuable laboratory for
observing change.
The NIS countries' legal experience reveals that law is used as
an instrument to enforce legislatively established policies constrained by economic and historical circumstances. Therefore,
legislatures are not free to shape policy m the same way an author
is free to write a novel. Material economic relations shape the
major portion of the legal system because considerations of
restructuring the economy and raising living standards
predommate. Most of the legal rules enacted in most NIS
countries during the transition period pertain to economic issues,
thus showing that an industrialized state uses law mainly to carry
out its economic objectives.
because it is generally recognized that eastern Europe and the former republics of the
Soviet Union are undergoing a transition in the general direction of free market economies
and democracies. The former republics of the Soviet Union are: Armema, Azerbaijan,
Belorussia, Estonia, Georgia, Kazakhstan, Kyrgyzstan, Latvia, Lithuania, Moldovia. Russia,
Tajikistan, Turkmenistan, Ukraine, and Uzbekistan. The former members of COMECON
are: Bulgaria, Cuba, Czechoslovakia, German Democratic Republic, Hungary, Mongolia,
Poland, Romania, and the U.S.S.R. The former Yugoslavia included Bosnia-Herzegovma,
Croatia, Macedonia, and Slovenia. Yugoslavia currently is composed of Serbia and
Montenegro.
2. Professor Sunstein frames the issue as follows:
The new reform movements actually involve three distinct transitions. The first
is a transition from a command economy to one based on markets. The second
is a transition from a system of one-party domnation to democracy. The third
is a transition from a system in which government is unconstrained by laws laid
down in advance to one of constitutionalism and the rule of law.
Cass R. Sunstem, On Property and Constitutionalism, 14 CARDOZO L. REV 907, 907
(1993).
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This Article advances the derivative theory of law. The
starting point for this theory is an examination of the relationship
between legal and economic developments in the NIS states. The
data are drawn from the experience of NIS countries in general
and the state of Estoma in particular. Then, the Article examines
the relevance of this particular experience to legal systems
generally and concludes that, by analogy, derivative theory applies
to the legal systems of non-NIS states.
Part II of this Article introduces Estoma as a paradigm of the
derivative theory. Part III provides an overview of the philosophical debate surrounding law and the legal system. Part IV presents
an historical case study of Estoma to illustrate the dependence of
the legal system on the economic one as evidenced by the preSoviet, Soviet, and independence (1991-1995) periods. Part V
explains law as derivative of economic organization and gives a
detailed historical and statistical analysis of the economic and legal
reforms m Estonia since the independence period. Pafrt VI
examines the relevance of derivative theory for other NIS
countries. Part VII considers the probable application of the
derivative theory to non-NIS countries as it is not limited to the
specific historical circumstances of the NIS countries. Part VIII
concludes that the pattern of law's repeated dependence on
economic structure demonstrates the derivative relationship.
II. ESTONIA As A PARADIGM OF THE DERIVATIVE THEORY
Two propositions about the law-making process may be
deduced from the NIS countries: (1) a legal system is mainly
derivative of the econonuc system; and (2) the predominant
purpose of a legal system is to implement a legislatively determined
economic program.3 The first proposition validates the idea that
the mode of production is the material structure on which the legal

3. The use of the phrase "legislatively determined economc program" does not imply
that legislatures have a unified coherent economic theory in mind when they enact laws.
Rather, it refers to the set of loosely defined concepts that motivate legislatures to enact
laws having economic effects. Economic and non-economic policy concerns motivate the
reform policies of the NIS countries. Because economic needs (food, shelter, and clothing)
are primary, NIS countries' legal reforms tend to involve questions of economic policy. See
KARL MARX & FRIEDRICH ENGELS, THE GERMAN IDEOLOGY PART ONE 48 (C.J. Arthur
ed., 1986) (explaining the primacy of economic need).

210

Loy. L.A. Int'l & Comp. L.J.

[Vol. 18:207

system rests.4 The legal system is neither a self-contained system
of mathematically applied doctrines5 nor a delineation of abstract
ideals such as liberalism, equality, or egalitarianism. Rather, it is
a system of rules dependent on material factors deeper than itself.
The second proposition involves an obvious but important theory.
Modern states concern themselves primarily with one thing:
economic growth. An economy based on free market or planned
principles is designed to achieve tins goal. Legal systems
complement the goal of economic growth and help carry out the
economic vision of modern states by setting rules of conduct for
market actors. Facts drawn from the NIS countries' experiences
prove this claim. Because the primary, although not exclusive,
purpose of a legal system is to implement the legislative economic
program of a given country, law is derivative of the economy. This
theory is referred to as derivative theory.6
To prove these propositions, a description of every economic
and legal development in the NIS countries since their independence is not necessary. Because these countries comprise more
than twenty countries of diverse historical, cultural, and linguistic
backgrounds, a study of all economic and legal reforms taking

4. This means that the set of relations involved in the production and delivery of
goods and services serves as the base for legal rules. A "corporation" is an example of
these relations. A corporation is a network of relationships among people-shareholders,
workers, executives, and customers. The legal rules governing corporations may be diverse
to balance competing interests, but they must facilitate the purposes of corporate activity.
In this sense, the nature of the corporation shapes legal rules. While legal rules also may
shape these relationships, practical consequences of the law limit the influence-of law.
5. For criticisms of the formalist view, see RONALD DWORKIN, LAW'S EMPIRE (1986);
ROBERTO M. UNGER, CRITICAL LEGAL 'STUDIES (1976);. RICHARD A. POSNER, THE
PROBLEMS OF JURISPRUDENCE (1991).

6. The derivative theory is not new. Marx first presented it in the nineteenth century.
Although the term "derivative" is not Marx s, it is a useful shorthand description.
Succinctly put, the theory advances that law is determined mainly by the econormic and
productive forces of a community rather than by ideas such as justice or rational coherence.
Acknowledging that economic relations shape legal rules, however, does not suggest that
other portions of Marx's theory are correct. For example, his claims that he discovered
the laws of history or that the "base" totally controls the "superstructure" are misguided.
Nevertheless, the connection between type of economic system and type of legal rule is a
claim subject to verifiable observation. For a good description of Marx s ideas about law,
see KONSTANTIN STOYANOVITCH, MARXISME ET DROrr (1964).
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place would require an extensive research project. Moreover,
constructing general correlations about the effects of economic
policy on law in the NIS countries does not require a detailed
undertaking.
While local conditions, practices, and traditions differentiate
the reform process, the NIS countries share certain common
elements. Politically, NIS countries share the development of
democratic rights and the establishment of legal rules. Economically, the transfer of state assets to private persons, the protection of
private property rights, the liberalization of prices, and the
establishment of commercial banks and financial service institutions
represent common elements. These general political and economic
reforms bear remarkable sinilarities that transcend individual
country differences. It is, therefore, possible to resort to the
simplifying assumption that the correlations between law and
economic policy of one NIS country have applicability to other NIS
countries, although with varying degrees of accuracy.
This Article takes data from the Republic of Estonia (Estoma)
and, to a lesser extent, from other NIS countries to illustrate these
two propositions. Since declaring autonomy from the Soviet Union
in 1988, Estoma fias quickly made deep structural changes in its
political, econonuc, and legal systems. Estoma has implemented
price and wage reforms, established a convertible currency, and
privatized state industrial and residential property. Additionally,
it has adopted a democratic constitution, revised its legal system,
and reformed the court system. The political and business center
of the country is located in Tallinn,7 the capital, while the oldest
university and the National Court are located in Tartu, the-second
largest city.' Given its small size and easily identifiable centers of

7. The name Tallinn denves from the Estonian term taant linn or Danish castle.
Tolvo U. RAUN, ESTONIA AND THE ESTONIANS 16 (2d ed. 1991). With a population of
about 500,000 people, Tallinn is the largest city in Estoma and accounts for a third of the
total population. Reflecting the Russification process, about 30% of its population is
Russian. THE WORLD BANK, ESTONIA, THE TRANSITION TO A MARKET ECONOMY at xv
(1993). Tallinn is an active port and harbor located on the Gulf of Finland. The central
bank, the largest commercial banks, and private securities firms have their main offices in
Tallinn. The legislative and executive branches of the government also are located in
Tallinn. Although the physical center of the city is small, Tallinn is by far the most
important city in Estonia.
8. In 1994, Tartu's estimated population was 105,800. See Estonia, 1 THE EUROPA
WORLD Y.B. 1995, at 1114 (Europa Publications Ltd.).
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political, judicial, and private sector power, Estoma provides a
paradigm for the study of the relationship between law and
economic policy in the free market trangition process of the NIS
countries.
Exanuing Estoma's economic activity and legal acts since its
formal independence in 1991 may best prove the two propositions.
The economic activity shows that when the constraints of the
Soviet Umon were lifted, market actors began to form joint stock
compames, joint ventures, banks, and securities firms outside the
context of any free market regulation. The legal activity shows
that Estoma broke completely with the Soviet legal system and
practically rebuilt its legal system from scratch. Efforts to
encourage -the development of private property, such as the
legalization of private property, the privatization of state-owned
property, and the recogmtion of the right to engage in free market
activity, dominated legal reform. Not only do laws containing a
clear economic component constitute the majority of laws enacted
since 1991, but they also constitute the most significant group of
laws. Although Estoma re-examined its whole body of law and
made changes in all departments, economic policies predominated.
Conversely, planned economic policy justified the existence of the
pre-independence legal system, but it was abandoned after having
outlived its usefulness.
A review of Estonian legal reform, however, does not show
legislative economic policy decisions as the origin for all law found
in the Estoman legal system. Reducing a complex institution, such
as a legal system, to a single principle is impossible. Estoma has
enacted laws that do not have obvious economic relevance.
Estonia's non-economic law generally may be explained m terms
of its ethical preferences. These preferences, which received
international attention, emerged in its citizensh!p law.9 The

9. "[N]on-Estonians, most of them ethnic Russians, make up about 37 percent of the
population of 1.6 million." Steven Erlanger, Russians in Estonia Feel Lost in a Baltic
Limbo,.N.Y. TIMES, July 1, 1994, at A6. After independence, the Estonian government
adopted.a law granting citizenship to residents registered prior to 1940. People arriving in
Estonia during the occupation period could obtain citizenship after a two-year waiting
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admission that every rule in a legal system cannot be explained m
terms of its economic function does not negate the validity of the
two propositions this Article advances. Rather, it merely limits
their explanatory power.
Subject to the qualifications already noted, derivative theory
has probable application to legal systems m other NIS countries.
These countries currently are reconstructing their legal systems to
fit democratic institutions and a free market economy. The NIS
countries have adopted constitutions laying the foundation for
democratic government and the free market system. They also
have enacted laws to protect private property, to allow the
formation of propnetorships, partnerships, and joint stock companies, and to eliminate obsolete state compames by using bankruptcy codes. Some of the specific economic laws adopted in these
countries are similar to those adopted in Estonia. This is certainly
true for laws govermng banks and the capital markets. Although
the experiences in these countries require individual -study, the
differences between the commercial statutes adopted m Estoma
and those adopted, for example, in Poland, Hungary, or the Czech
Republic are not conceptual, but rather reflect differences in
national culture or local circumstances. Similar overlap is found in
constitutional law.
More fundamentally, derivative theory has relevance for
mature and developed legal systems like those of the Umted States
and Europe. These legal systems also serve their free market
economies. In the Umted States and Western Europe, the major
categories of law, such as property, contract, and commercial law,
show that the legal system's main underpinnings are economic
policies, particularly free market concerns. Contemporary attempts
to reform the commercial code and financial service institution laws
demonstrate the continuing strength of economic policy to drive

period and passing an Estonian language test. Celestine Bohlen, Russia Cuts Gas Supply
To Estonia in a Protest,N.Y. TIMES, June 26, 1993, at A4. See also Riigt Teataja Part 1
1993 [Law on Estonian Language Requirements for Applicants for Citizenship], No. 11, art.
171, translated in 7 LEGAL AcTs OF ESTONIA 163 (1993) (specifying language requirements). Those who are neither Estonian nor Russian citizens are considered stateless
persons who must apply for a residence permit within two years. This designation
generally applies to persons holding Soviet passports. Stateless persons do not necessarily
have the nght to re-enter Estoma without a visa.
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legal change m the Umted States." The wealth of these countries
permits the luxury of using law to incorporate non-economic social
policies. A country like Estonia presently cannot afford that luxury
because its economy has not yet generated sufficient wealth and its
legal system is in the early stage of development. The wealth of
the U.S. economy has produced law that obscures the legal
system's basic economic foundation, and spawns a rich and
complex, although mostly nusguided, literature of legal theory."
A theory derived from the legal reform process m NIS
countries may have far-reaching ramifications for general legal
theory. Even a casual reading of newspapers or history books
demonstrates that modem states are primarily concerned with the
economy. The state's economic well-being is a major factor in
determining its standard of living. Because law sets the framework

for human actions, it logically should focus on economic ends.
Derivative theory is purely descriptive; it makes no normative

10. Examples of the market deternuning legislation are too numerous to identify. The
history of depoiit insurance, securities regulation, and incorporation statutes provide some
examples. Recent developments in the financial markets have generated a reexamination
of banking, securities, and insurance regulation. See U.S. DEP'T OF TREASURY,
MODERNIZING

THE

FINANCIAL SYSTEM: RECOMMENDATIONS

FOR SAFER,

MORE

COMPETITIVE BANKS (1991). The economic considerations also influence areas not purely
concerned with business activity. Environmental and family law are two examples of laws
heavily influenced by the economic consequences of legal rules. See RICHARD A. POSNER,
ECONOMIC ANALYSIS OF LAW 146-48 & 375-82 (1992) (discussing the economic function
of alimony and the economic effects of regulatory approaches to pollution control).
11. The U.S. obsession with the judge is a good illustration of this approach to legal
theory. Dworkin's theory of law, which is called "integrity" in its latest version, focuses
almost entirely on judicial decision-making. See DWORKIN, supra note 5, at 225. Even
Posner, whose scope of analysis is wider than that of Dworkm s, focuses considerably on
the analysis of legal reasoning judges and lawyers use to dispel the myth of formalism. See,
e.g., POSNER, supra note 5, at 101-23 (concluding "legal reasoning is not special and that
it often does not yield determinate outcomes"). See aLso RICHARD A. POSNER, OVERCOMING LAW 109-44, 171-214 (1995). While the judge is an important figure in U.S.
jurisprudence, the twentieth century trend to codify law has altered the judge's role in a
common law system. In cases where the law is codified, the judicial opimon serves as a
delineation of the statute mainly on its margins, where cases arise that the legislature did
not foresee. While the judge legislates interstitially in these cases, the language, legislative
intent, and policies of the statute restrict the scope of his or her legislative activity.
Although these restrictions do not yield one conclusion, they nevertheless serve to
distinguish between the judge and the legislator.
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claims of what a legal or economic system ought to be. Claims
about the Estonian legal system are based on enacted laws,
interpreted in the context of well-documented political and
economic change. Derivative theory, thus, refocuses legal theory
on a modem legal system's most basic premise-the acuevement
of a legislative economic vision.
Western institutions' attempts to shape the reform process
have influenced legal reform m the NIS countries. "The potential
prestige and long-term advantages of being directly involved in this
process have proved irresistible to numerous Western law firms,
government bodies, international agencies and acadermic
msttutions.' 2 The United States is heavily involved in Estoman
legal reform through institutions such as the Central and East
European Law Initiative and the U.S. Treasury Department
program for technical assistance. Foreign advisors from theUnited
States, Great Britain, France, and Germany are active m Estonia.
Because the Estoman legal system has historical ties to the German
system, German law serves as the basis for some major parts of
Estoma's new economic legislation. This is particularly evident in
Estonia's company law code. The wisdom and feasibility of
transplanting Western legal norms to the NIS countries is a
separate issue from the purpose of the reform.

III. THE PHILOSOPHICAL DEBATE
The question of what is law has spawned numerous and
conflicting theories in the history of jurisprudential thought.
Various philosophers from Plato to Hart have addressed the
subject of law or justice. The level of disagreement among the
theorists and the apparent lack of any standard or method to test
the empirical validity of particular theory are the most striking
features of this history of jurisprudential thought. Contemporary
U.S. jurisprudence has taken place squarely within this standardless
tradition of legal theorizing. For example, the dispute among
Dworkin, Unger, and Posner shows the competing. political

12. Thomas W Waelde & James L. Gunderson, Legislative Reform in Transition
Economies: Western Transplants-A Short-Cut to Social Market Economy Status, 43 INT'L
& COMp. L.Q. 347, 348 (1994).
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interests of liberals, radicals, and conservatives, respectively. 3
Their individual vantage points make it difficult to assess the
accuracy of their legal assertions. Recent developments in U.S.
jurisprudential thought, such as feminism and critical race theory,
continue this trend using legal theory to advance political or specialinterest views.
This diversity of opinion does not befit a field of inquiry that
clains to have, as its object of study, an identical set of legal rules.
Diversity of tis magmtude is not characteristic of science or
economics. Theoretical differences in these areas tend to be more
precisely defined, such as the debate over the extinction of the
dinosaurs. Additionally, the differences of position may be useful
depending on how the competing theories are applied.14 Even in
the field of economics, certain correlations, such as supply and
demand, constrain the number of theories that may explain
econormc events. Law is not a science because it does not concern
itself solely with the search for truth; nevertheless, no reason exists
as to why the existing legal theories cannot be measured against
actual law-making processes to determine their relative explanatory
power in light of the abundance of legal data. The NIS countries'
experience in the twentieth century provides a discrete set of data
for measuring the value of existing legal theories by introducing a
"reality check" into debates about the question of law.
The NIS countries underwent two major changes m the
twentieth century involving their legal systems. The first change
took place when the Soviet Umon annexed these states and

13. Reducing the views of Dworkin, Unger, and Posner to convenient categories entails
some risk of oversuiplification; however, the academic community generally has treated
them in this vein. See, e.g., A. ALTMAN, CRITICAL LEGAL STUDIEs 7 (1990) (discussing
the encounter between Dworkmn and Unger). In Posner's recent writings, he maintains that
he is a pragmatist, and, thus, evades easy qualification. Nevertheless, some of ins long held
views, if implemented, would support basic conservative principles. See, e.g., POSNER,
supra note 11, at 102-108 (criticizing affirmative action in law school faculty hiring).
14. A simpler analogy makes the same point. For example, a road map and a
topographical map both describe the same geographical space. The questot is not which
map correctly describes the physical space. Rather, the question is how accurate is the map
given the purpose of its use, as the accuracy of one map does not preclude the correctness
of the other.
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imposed its political, economic, and legal. systems. The second
change occurred when the Soviet Union collapsed, and the NIS

countries independently reformed their political, economic, and
legal systems. The juxtaposition of these fundamental changes is
a remarkable opportunity to study the role of law in society. Tins
approach has the advantage of developing a legal theory based not
on abstract principles contained in philosophy books but on the
legal process operating in the real world. Thus, the historical data
provide a useful measuring stick to evaluate the validity of legal
theories.
Despite many existing legal theories, Karl Marx's theory posed
in the nineteenth century best accounts for the NIS countries' and
any industrial country's -expenence. Marx stated that law is

derivative of economic organization. 5

A particular form of

economic organization yields a corresponding set of legal rules to
serve the economy's productive forces. In his view, changes in
legal rules stemmed from changes in the underlying relation of
economic factors.16 Economic developments render existing legal
rules obsolete and shape the development of alternative legal rules.
The evidence for these postulates is overwhelming. The switch

from capitalism to socialism and then back to capitalism attests to
the fact that legal systems implement forms of economic organiza-

tion. Therefore, internal logic does not autonomously drive a legal
system, and any such formalist view of law conflicts with historical

15. Referrng to property rights in the marketplace, Marx states, "[t]his juridical
relation, which thus expresses itself in a contract, whether such contract be part of a
developed legal system or not,. is a relation between wills, and is but the reflex of the real
economic relation between the two. It is the economic relation that determines the subjectmatter comprised in each juridical act." 1 KARL MARX, CAPITAL. A CRITIQUE OF
POLITICAL ECONOMY 88 (1967) (footnote omitted). See also KARL MARX, EARLY
WRITINGS 348-49 (1975). Professor Galbraith elegantly states the continuing vitality of
Marx's thought:
In recent years, and in consequence, in no slight measure, of the collapse of
commumsm just mentioned, the name of Karl Marx, which was once a symbol of
fear, has now become an object of disdain. It would be unfortunate were this
carried too far. In large part, we owe to Marx the concept of economic
determnsm, an understanding of the powerful even decisive role of economic
force in the shaping of human history. That was true a century and a half ago
when Marx's ideas and system were being formed; it is not less true today.
JOHN KENNETH GALBRAITH, A JOURNEY THROUGH ECONOMIC TIME 7-8 (1994).

16. This follows from Marx's materialism. See MARX & ENGELS, THE GERMAN
IDEOLOGY, supra note 3, at 80-81 (providing a description of the relation between the
development of law and the development of property, and thus of the economy).
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data.
If derivative theory is correct, it is possible to identify classes
of competing legal theories that are inaccurate, without practical
value, or limited in scope of application. An example of an
inaccurate legal theory would be any theory ascribing primacy to
the role of ideas m the development of law. Dworkin's theory of
U.S. law is an example of an inaccurate description of the legal
process. Dworkm maintains that law is an interpretation of the
community's political morality.. In this case, the equality ideal
translated into a system of law. Nothing m the legislative or
judicial process supports this theory, however, because legislators
and judges do not have a single "political morality."" Even if
Dworkin's theory is linuted to case law, judges are not philosophers
and do not decide cases against a single norm. Additionally,
Dworkin's theory has little, if any, relevance for foreign legal
systems because it derives from U.S. constitutional jurisprudence.
Therefore, ideas isolated from economic realities are not
predominant causes of the content and shape of legal rules.
Normative theories that are without practical value, such as
Roberto Unger's legal theory, represent the second category of
fallacious theories."8 According to Unger, legal and other institutions can be remade like pieces of putty to try out novel forms of
social organization. Although some degree of flexibility exists in
the design of a legal system, no actual system of law comes close
to approximating the endless potential for variation implied m
Economic
Unger's legal theory of empowered democracy.
necessity linuts the scope of legal experimentation. Contemporary
states, such as Estoma, must have legal institutions that are
compatible with their trfding partners' legal systems and that
warrant the confidence of investors and creditors.
Finally, while theories that explain law as wealth maximization

17. For a description and criticism of Dworkin s legal theory, see JOHN J.A. BURKE,
THE POLITICAL FOUNDATION OF LAW AND THE NEED FOR THEORY WITH PRACTICAL
VALUE: THE THEORIES OF RONALD DWORKIN AND ROBERTO UNGER 84-158, 203-13

(1993).
18. For a description and criticism of Unger's legal theory, see id. at 19-83, 214-19.
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are true in some cases, they are of limited application to legal
systems generally.1 9 While wealth maxiuzation may explain the
logic of U.S. common law, it seems irrelevant to legal systems
based on non-free market principles, such as the Soviet legal
system. The Soviet legal system commanded market actors to
carry out the decisions. of a central econormc planmng committee.
Implementing the central economc planning committee's decisions
has contributed to economic decline and resulted m wasted
resources.
If the Soviet legal system focused on wealth
maximization, it would have been to maximize the average
worker's wealth. Therefore, the wealth maximization theory is
limited to situations m which transactions of property in the
marketplace result m that property's best use. If economic analysis
is used simply as an explanatory tool, the derivative theory differs
from economic analysis in that the former does not maintain that
all law is the embodiment of economic thinking. Rather, the
derivative theory contends that the bulk of law in a legal system
responds to lustoncal econormc conditions and that those choices
may not achieve economic efficiency.
The derivative theory is not exclusive of other legal theories;
it merely explains the motivation behind a society's choice of law.
For exanjple, derivative theory is compatible with H.L.A. Hart's
legal positivism." The derivative theory explains the content and
purpose of the predominant number of rules present in a given
legal system. Unlike Hart's theory, however, the derivative theory
does not identify legal as opposed to other non-legal rules.
Furthermore, the derivative theory is a general legal theory that
does not foreclose the development of theories addressing specific
subsections of the legal system, such as a theory of insurance law.
A general legal theory that does not acknowledge the fundamental
purpose of a legal system is to support the state's general economic

19. According to Posner, "wealth maximization" is defined as the "sum of all tangible
and intangible goods and services, weighted by prices of two sorts: offer prices (what
people are willing to pay for goods they do not already own); and asking prices (what
people demand to sell what they own)." POSNER, supra note 5, at 356. Because wealth
is maximized through free market transactions measured by prices of services and goods,
the wealth maximization theory cannot apply to an economic system that regulates prices
and prohibits exchanges of goods and services based on the decisions of market

participants.
20. See H.L.A. HART, THE CONCEPT OF LAW (1961).
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objectives, however, does not adequately explain historical legal
developments as demonstrated m this Article. Although a legal
system cannot be reduced to a single principle, it is useful to
describe a legal system as a means to apply economic decisions.
Such a description explains a wide range of legislation and case
law. Likewise, because derivative theory accounts for most legal
rules, other theories are relegated to minor relevancy. Dernvative
theory explains these non-economic rules as instruments of ethical
policy.
The argument that the law's primary function is to impose
public order does not dinmish the force of the argument that law
is basically a means to apply a legislature's economic policy
decisions. The experience of Estonia and most NIS countries
demonstrates that they are enacting laws concerning economic
reform and free markets in the context of substantial public
disorder and crime. Thus, one may infer that, at least m this
historical circumstance, the success of the economic and legal
reforms is the necessary precondition of public order. In any
event, public order rules serve an mportant economic purpose by
permitting the implementation of the legislature's economic
policies.
Although derivative theory uses the transition process of NIS
countries to support its claims, it is not limited to these transition
process states. Science often uses the aberrant case to discover
basic principles about the object of its study. For example,
neurologists study people with memory loss to track the memory
system of the brain. Such a method of study can be applied to law
to determine the nature of legal systems. The transition to the
market economy in the NIS countries is such an aberrant case for
law. The aberration consists in the short time m which these
countries must revise their laws, as countries normally develop
their legal systems gradually over a long time span. The NIS
countries' unusual level of legislative activity reveals the .factors
that shape the basic rules of the legal system and, thus, shows how
and why law is made.
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ESTONIA. A CASE STUDY

Estoma is a small European country that "lies on the eastern
shore of the Baltic Sea and shares borders with Latvia to the south
and Russia to the east."21 Finland and Sweden lie across the
Baltic Sea to the north. Roughly the size of Switzerland or
Denmark, Estonia has a temtory of 45,215 square kilometers. 2
It has a population of approximately 1.6 million people, of which
only 900,000 are ethnic Estomans; the remainder are primarily
The official language is Estoman, a Finno-Ugric
Russian.'
language, related to Finnish and Hungarian. The capital is Tallinn,
a medieval city and important Baltic port. The terrain of Estonia
is flat, consisting of farmland and of forests that support the wood
and furniture industries. Estoma has rich deposits of oil shale,
phosphate, and peat.24 The work force is highly skilled and welleducated.
Although Estomans have lived in the Baltic region for
thousands of years, the state of Estoma, except for a brief period
in the thirteenth century, was not an independent state until 1920
when it received international recogmtion as a state.25 During
most of its history, Estoma was ruled by larger European countries
attracted to its location on the Baltic Sea. Russia, Germany,
Sweden, and Denmark primarily controlled Estonia. Because of
foreign rule, the Estomans did not have an opportunity to establish
a stable ruling class or develop a strong national identity. A
national movement did not emerge until the. nineteenth century.
The fact that the Estonman national epic "Kalevipoeg," compiled
illustrates the
from earlier mythology, was not written until 1870
26
late development of Estonian national identity.

21. THE WORLD BANK, supra note 7, at xv.
22. id.
23. Id.
24. Id.
25. In the Tartu Peace Treaty of 1920, Russia recognized Estonia s independence.
William J.H. Hough, III, Note, The Annexation of the Baltic States and its Effect on the
Development of Law ProhibitingForcible Seizure of Territory, 6 N.Y.L. SCH. J. INT'L &
COMP.L. 301,357 (1985). Hough provides a valuable history of the Baltic States from the
perspective of their relationship with Russia. Id. at 355-84. See also RAUN, supra note.7;
THE WORLD BANK, supra note 7, at xv-.xviii.
26. RAUN, supra note 7, at 77.
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A. Capitalismof the First Republic
The first Republic formulated distinct political, economic, and
The first
legal institutions based on German antecedents.
Republic's political system was a parliamentary democracy. The
constitution, approved in 1920, was modeled upon the Weimar,
Swiss, French, and U.S. constitutions.27 The legal system, based
on ownership of private property, allowed for private sector
development m agriculture and industry. Like most free market
models, the central premise of the first Republic's legal system was
the existence of private property rights. Given the historical link
with Germany, Estonians of the first Republic codified law mainly
based on German codes. The codification process, however, was
never completed due to World War II'
Nevertheless, the first
Republic's legal system contained laws consistent with free market
practices.29 The draft civil code, which contained a comprehensive
set of commercial rules, recognized private property rights
consistent with the econormc organization of the first Republic as
a small private property owner state.
When the first Republic was formed, Estonia was
predominately an agricultural country. While nearly two-thurds of
the population worked on farms or in agriculture, most of -these
farms were private estates that the Baltic German nobility and-the

27. Id. at 112.
28. For example, in 1991, the Estonian government considered using the Property
Code, which was drafted but never enacted dunng the first Republic, as the model for the
new property code.
29. Telephone Interview with Jenik Radon, Esq. of New York, former advisor on civil
and commercial law reform to Mimster of Justice of the Republic of Estonia (Feb. 25,
1996). Mr. Radon noted that, during the first Republic, Estonians worked for more than
a decade to perfect the civil code which was based on German law; however, the outbreak
of war prevented its enactment. In 1992, Mr. Radon submitted a position paper to the
President, Parliament, and Justice Minister which detailed the legal reform needed to
stimulate economic development. He urged that the new civil code follow the German
model, and suggested that Estonia use the pre-1940 civil code as a starting point for the
new draft. Minister of. Justice Kaido Kama approved the project. Subsequently, Mr.
Radon, who also had circulated his position paper to the German government, organized
the technical assistance of the Germans in the legislative drafting process. The current civil
code incorporates legal concepts based on modem methods of finance.
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church owned.
To change this situation, the republican
government expropriated many large estates and transferred the
land to small farmers. The land reform program increased the
number of family farms and "achieved a strikingly high degree of
equality in land distribution on a comparative world scale."3 The
land reform program also laid the foundation for a free market
economy. Estoma exported its agricultural products and raw
materials, and imported fimshed products from its main trading
partners, Germany and Great Britain. Estoma extended its trade
relations to the Scandinavian countries, the Soviet Umon, the
United States, and Western Europe.
Estoma made similar advances m the industrial sector. The
first Republic inherited an industrial sector damaged during World
War I. World War I resulted in the physical destruction of plants,
a flight of capital, and the elimmation of Russian markets. In 1929,
the top five branches of industry, according to value of share in
output, were "textiles (24.1%), foodstuffs (18.2%), paper (13.4%),
metallurgy (9.2%), and woodworking (8.1%).,,31
Industrial
development improved during the 1930s, as indicated by the
growing number of employed industrial workers and the rising
trend of industrial production of oil shale, pressed peat,
phosphorite, and other products.3 2 In 1939, nearly 60,000 workers
were employed in industry, compared with 31,000 in 1922."3 For
the comparable period in 1938, average annual oil shale production
rose from 359,000 tons to 1,473,000 tons. 34 Strong econonuc
growth marked the firstRepublic, although fractionalized politics
marked its government.35

30. RAUN, supra note 7, at 129. By 1940, there were approximately 142,000 small
farms. Serge Schmemann, Independent Yes, But Estonia Shivers, N.Y. TIMES, Jan. 24,
1992, at A10 (quoting Jaak Leimann, Estonian Minister of Economics).
31. RAUN, supra note 7, at 125-26.
32. Id. at 126.
33. Id.
34. Id.
35. The fractionalized politics of the first Republic followed from Estonia s tradition
of having numerous political parties like most European countries. It also stemmed from
the fact that during the 1930s, Estonia had the difficult task of trying to maintain
independence m light of German and Soviet plans for territorial expansion. See Steven
Erlanger, Estonia Savors Economic Success, But the Reformers May B6 n Trouble, N.Y.
TIMES, June 13, 1994, at A8.
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B. Soviet Socialism
World War II halted the political, economic, and legal
development of the first Republic. In the fall of 1944, the Soviet
Union annexed Estonia and formed the Estoman Soviet Socialist
Republic (ESSR)., The annexation effectively reversed the
achievements of the land reform program and destabilized an
economy based on private property principles. The Soviet
government confiscated property, deported or executed members
of the burgeoning ruling class, and began to integrate Estoma into
the Soviet planned economy. Consistent with the main precepts of
the Stalin model, the Estonian economy was subject to Moscow's
dictates. The Stalinist model authorized Moscow's central
government to make all decisions affecting the econonc system
and to prohibit the unplanned activity of market participants.36
Additionally, the Soviet government imposed its legal system,
which was based on the planned economic model and socialist
ideology, thereby supplanting the Estoman legal system based on
free market concepts. a7
The post-annexation period "was characterized by rapid
industrialization as a result of aggressive capital formation and
forced labor movements-from agriculture to industry, and from
other parts of the Soviet Union (notably Russia) into Estoma."38
In the agricultural sector, central planning called for the forced
collectivization of farms. In the industrial sector, individual
36. The Soviet Union was the first modem state to implement a central planned
economic system.

MARSHALL I. GOLDMAN, USSR IN CRISIS: THE FAILURE OF AN

ECONOMIC SYSTEM 30 (1983). Stalin introduced this economic model in the late 1920s,
and it surviveduntil the collapse of the Soviet Union in 1991. The central planned
economic system sought to achieve, and succeeded m obtaining, the industrialization of the
Soviet Union and the collectivization of its farms. Id. at 19-21. The underlying idea was
to create the material conditions necessary to realize Marx s ideal of the communist state.
Although the Stalinist model posted Impressive economic gains, this version of a central
planned economy failed to achieve its intended goal and to adapt to the global market.
MARSHALL I. GOLDMAN, GORBACHEV'S CHALLENGE 14-15 (1987).
37. By establishing the link between economic policy and legal rules through law, the
transformation of the private sector into a socialized economy in 1917 Russia was
accomplished by means of law. W.E. BUTLER, SOVIET LAW 242 (2d ed. 1988).
38. THE WORLD BANK, supra note 7, at xv.
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factories were grouped into large state enterprises focused on
electric power generation and the chemical industry.- Because
Estoma had a highly skilled work force and a comparatively welldeveloped infrastructure, the central planners established relatively
sophisticated industries in Estonia. Central agencies in Moscow
provided inputs for production while almost ninety percent of
exports were delivered to the Soviet Umon.
The centralized economy had profound effects because the
individual was dependent on the state for satisfaction of his
economic needs. First, the suppression of individual rights to land
eliminated the family farm system. Second, the central economy
abolished markets developed during the inter-war period for
Estoma's industrial and agricultural assets.39 Third, Estoma was
forced to sever its relations with its main trading partners, and reorient its trade toward Russia and other republics of the Soviet
Union. Because of the large Soviet market and the subsidized cost
of raw materials, the Estoman enterprises focused on transportation and energy. Moreover, the manufacturing technology was
outdated and the service industry was practically non-existent.
Consequently, Estonia mainly produced low quality products.
The Soviet legal system reflected the Marxist-Lenmst
postulate of the primacy of economic relations in society. As the
mode of production changed from the free market of the first
Republic to the Soviet planned economy, the importation of the
Soviet legal system changed the law. Because, the Soviet system
followed a planned economic model, the quantity of legislation
regulating the national economy exceeded that of all other laws m
the system. From the Western point of view, the socialist rights set
forth m the Soviet constitution and other legal, acts functioned
more as duties than as claims of right against the state. Therefore,
it is accurate to conclude that the main functions of the Soviet legal
system in the ESSR were to maintain state authority and to carry
out the objectives of the planned economic program.
The juxtaposition of the political and economic systems of the
first Republic and the ESSR shows a correlation between the
economic and legal systems. The development of a small private
property state during the first Republic took place alongside the

39. See d. at 97.
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emergence of a legal system based on private property and
democratic rights. By contrast, a legal system used to execute
decisions of economic admstrators accompanied the central
planned economy of the ESSR.4 For example, the Soviet legal
rules established prices, rents, and quotas. While the Soviet legal
system also contained a system of rights, these rights served as "a
funnel through which official standards were infused into individual
lives."4
This correlation between the economic and legal systems
observed during the transition from the capitalism of the first
Republic to the socialism of the ESSR is also present in Estonia's
return to capitalism. The legal rules of the Soviet system are no
longer suited for a capitalistic society based on democratic
principles and, more importantly, an open market. The fact that
the legal and economic systems of Estonia have come packaged
three times in this century is compelling evidence of the dependence of law on economics. Purged of Marx's ideas about the
dialectic development of history, this primacy of economic relations
states no more than that the legal system primarily imposes rules
to implement the design and operation of the economic system.
According to Yevgeny B. Pashukanis, law in its traditional role
facilitates market transactions and, if one understands all relationships as voluntary exchanges of benefits, law has a total economic
basis.42
40. For overviews of the Soviet legal system, see BUTLER, supra note 37. See also
GEORGE C. GUINS, SOVIET LAW AND SOVIET SOCIETY (1954); OLYMPIAD S. IOFFE &

PETER B. MAGGS, SOVIET LAW INTHEORY AND PRACTICE (1983). The Soviet Ministnes
responsible for carrying out the central economic plan issued regulations binding on the
republics.
41. Inga Markovits, Socialistvs. Bourgeois Rights-An East-West German Comparison,
45 U. CHI. L. REV 612, 617 (1978).
42. Yevgeny B. Pashukams was the best known Soviet expert on legal andconstitutional theory in the 1920s. 3 LESZEK KOLAKOWSKI, MAIN CURRENTS OF
MARXISM, ITS ORIGIN; GROWTH AND DISSOLUTION 50 (1978). Pashukanis set forth his
view of law in his General Theory of Law and Marxism, in which he mamtains that in a
capitalist society law functions to regulate exchanges of value in the marketplace.
YEVGENY

B. PASHUKANIS, THE GENERAL THEORY OF LAW AND MA RXISM IN
PASHUKANIS: SELECTED WRITINGS ON MARXISM AND LAW (Piers Beirne et al., eds. &

Peter B. Maggs trans., 1980). He notes, "[w]herever the first layer of the legal superstruc-
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C. Back to Capitalism
Although "Estoma enjoyed the ighest standard of living

among the republics of the former Soviet Umon, with a per capita
income 40 percent above the Union average, 4 3 by 1980, the limits
of the planned econonuc system began to show. From 1981 to
1991, the real growth rates of the Estoman economy ranged from
negative 11 percent to 4.9 percent. 44 In 1988, the ESSR decided
that it would be bound by decisions of the Russian Soviet only if

the ESSR independently ratified them. 4 Later, m 1989, the
Soviet Union adopted the law on economic autonomy for its
republics.46 These decisions set the ground for economic expen-

ture exists, we find that the legal relationship is generated directly by the existing material
production relationships of people." IL at 69. Because people sell, trade, and exchange
commodities in a capitalist society, the economic relationships of exchange become the
source of legal relationships. Id. at 67. By extending his view of "exchanges of value" to
non-economic areas of the law such as family law, Pashukanis claims that law is economic
in form because the basis of law in these areas is a consenstlal exchange of values.
Although most "law and economic" theorsts might find the association offensive,
Pashukanis s method of explaining non-economic areas of law in economic terms, in many
ways, presages the work of contemporary law and economic advocates. Pashukanis
recognized that law has no foundations other than the expediency of economic exchange.
KONSTANTIN STOYANOVITCH, PHILOSOPHIE DU DROIT EN U.S.S.R. 96-134, 119 (1964).
43. THE WORLD BANK, supra note 7, at xv. Estonia always held a unique position
within the Soviet Umon because of its location and level of economic development prior
to annexation. A New York Times reporter notes that "Estonia was always the envy of
other Republics, a little surrogate Europe with nicely restored Gothic arches, Hanseatic
Gables and polite waiters, a small pocket of luxuries and relative plenty." Schmemann,
supra note 30.
44. The poverty of the central economic model was apparent not only from
macroeconomic statistics but also from the degraded physical condition of public buildings,
the transportation system, and the lack of high quality consumer goods. The crumbling
facades of cheaply constructed concrete buildings, the absence of consumer goods, and the
limitations on choice of housing, work, and travel, combined with the Soviet devotion to
bureaucracy, evoked a bleak atmosphere. By the late 1980s, food was rationed with
coupons. While there were plenty of coupons, there was a shortage of food. If one
assumes that Estonia and Finland were at relatively the same economic level at the end of
World War II, the adverse effects of the Soviet economic model on Estonia are evident
from the differences in economic level between the two states in 1991.
45. Nationalism and issues of local importance were important factors in the autonomy
movement. RAUN, supra note 7, at 222-25. Coinciding with Gorbachev's reform policies,
nationalist feelings re-emerged in Estonia during the 1980s. The Molotov-Ribbentrop pact
was openly discussed and denounced. A Moscow proposal to increase phosphate mning
in Northeast Estonia, which posed a serious environmental threat to 40% of the water supply, generated vigorous public opposition. Estonians resented the use of their resources
for the benefit of other Soviet republics regardless of'its local effects.
46. THE WORLD BANK, supra note 7, at xv.
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mentation in Estonia and the abolition of the Soviet legal system,
which discouraged free market economic developments. Finally,
Estoma's declaration of independence from the Soviet Union in
1991 enabled Estonia to rebuild its economy. and to revise its legal
system to fit new econonic needs.4
Estoma opted to develop an economy based on the free4
market ideas of Western European industnalized democracies.
Although the exact reasons behind this decision are not entirely
clear, it was a practical and expedient response to the failure of the
Soviet Union's planned economic system. Estonia needed to act
quickly to fill the void resulting from the Soviet Umon's collapse.
Officials did not deliberate the costs and benefits of different
economic models. Similarly, people did not wait for the state to
make an official decision before they began to act like
entrepreneurs. Estonia's decision to follow a western-style model
has its histoncal justification in the fact that it is a European
country and has expressed the intention to join the European
Union (EU).49
The transition to democratic government and a free market
economy produced upheavals in the economic base and the legal
system. First, the Estonman legal system, which was based on the
Soviet system, became irrelevant and, with the exception of some

47. See Carl Bildt, The Baltic Litmus Test, 73 FOREIGN AFF. 72, 73 (1994).
48. Estonia has provided an example of radical economic reform. The reform program
was carried out mainly under the government of Mart Laar, who became Prime Minister
in October 1992. He chose this path on the assumption that economic reform precedes
social reform. Erlanger, supra note 35. Although Mr. Laar resigned in 1994, and
candidates favonng greater commitment to social protections were elected to Parliament
in 1995, economic reform is still directed toward the free market. The current Prime
Minister, Tiit Vahi, who is a moderate, has "vowed to continue the reforms Estonia has
undertaken since its independence from the Soviet Union in 1991." Moderate is Approved
as Estonian Premier, N.Y. TIMES, Apr. 6, 1995, at A14. Therefore, the economic reform
program that Mr. Laar started is unlikely to change substantially. In Mr. Laar s words,
"[tihe train is going too fast now for anyone to stop it." Erlanger, supra note 35.
49. MINISTRY OF ECONOMIC AFFAIRS OF THE REPUBLIC OF ESTONIA, ESTONIAN
ECONOMIC SURVEY 7 (1994) [hereinafter MINISTRY OF ECONOMIC AFFAIRS]. Although
Esfoma's membership in the EU would somewhat diminish its sovereignty, membership in
a larger political organization provides security against foreign aggression, supports
economic need, and, thus, outweighs the benefits of total independence.
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crimunal law, was not enforced. The interim government drafted
a new constitution, which was adopted in 1992, that required the
formation of new political institutions such as the Office of Legal
Chancellor and the National Court, and also, embarked on a
revision of the entire legal system."0 Second, the break from the
Soviet Umon had substantial macroeconomic effects as the
economy experienced the restructuring process.
The key
macroeconomic effects were the contraction of the economy, the
restructuring of the industrial and service industries, inflation, and
trade realignment.
The economic and political disruptions of the early independence period left Estoma without a legal system. The "gap"
between the collapse of the Soviet legal system and the formation
of- the new legal regime provides the opportumty to study the
forces that shape and determine law. This study conclusively
reveals in the Estonian case that the macroeconomic effects noted
above are the determining forces. Consequently, a detailed
exposition of these key macroeconomic forces is necessary.
Leaving the Soviet economic zone caused a decline in Gross
Domestic Product (GDP) and led to a contraction of the Estoman
economy." According to best estimates, the size of the Estoman
economy fell by eight percent m 1990, fourteen percent in 1991,
and fifteen percent m 1992.2 Not until the turd quarter of 1993
did the decline of the economy halt, showing a growth rate of five
percent in comparison to the second quarter of 1993.' 3 Between
1989 and 1993, industrial output decreased by sixty percent.'
While some industrial sectors produced fewer goods, others
discontinued the production of certain goods or shut down
completely. During the first ine months of 1993, Estoma did not
produce standard industrial base products, such as phosphate
50. See generally ESTONIAN CONSTITUTiON (1992).
51. INTERNATIONAL MONETARY FUND, IMF ECONOMIC REVIEWS 1 (1994).

The

International Monetary Fund noted that "[i]n 1991-92, Estonia s economy suffered from
senous economic shocks that were largely beyond the authorities control and caused a
severe contraction in output and real incomes of the population. Macroeconomic
imbalances were first aggravated by the breakdown of traditional trade and financial links
within the former Soviet Umon." Id.
52. MINISTRY OF ECONOMIC AFFAIRS, supra note 49, at 12, 13.
53. Id. at 13. Note, however, that according to the International Monetary Fund, real
output grew by. six percent in the third quarter. See supra, note 51, at 5.
54. MINISTRY OF ECONOMIC AFFAIRS, supra note 49, at 21.
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fertilizers and steel cables. Furthermore, energy production prices
fell byfifty percent m 1993 m comparison to 1992."5 The lack of
demand, shortage of raw materials, and price liberalization
attributed to the decline in industrial production.
The agricultural sector suffered a sinilar fate. The break-up
of large collective farms and the re-emergence of small privately
held farms interrupted agriculture.
Agricultural production
declined twenty percent in 1990, twenty-one percent in 1992, and
seventeen percent in 1993.56
Estoman and international
authorities attributed the decline to three factors, two involving the
restructuring process5
First, the collective farm system, which
was designed to serve the needs of the Soviet Umon, had to be,
redesigned to compete in the international markets. Second,
agricultural workers lacked the expertise to run a farm m a free
market system. Farmers were not accustomed to competition and
producing high quality products. Third; farms did not have the
capital necessary to upgrade machinery and facilities. Obsolete
equipment reduced the production capacity of farms.
Notwithstanding these problems, in 1993, the agriculture and
industrial sectors began to stabilize." Estoma had 6000 farming
enterprises in 1993 compared to 300 collective farms in 1989 "
Although Estonia may be unable to sustain a network of small'
farms, the transition process has set the basis for creating agricultural entities that can satisfy domestic and foreign demand. In
1993, industrial output also began to rise. Out of the nearly 300
large enterprises, "[one] fifth succeeded in finding their place in the

55. Id.
56. Id. at 69.
57. INTERNATIONAL MONETARY FUND, supra note 51, at 5.
58. The International Monetary Fund reports that in 1993 "real output is estimated to
have declined only 3.5 percent and during the year it began to recover, growing by 6
percent in the third quarter." INTERNATIONAL MONETARY FUND, supra note 51, at 3.
The 1993 recovery in industrial production was due in part to an increase in demand for
production. Id. at 4. While the share of agriculture in total value continued to decline in
1993, output for some products increased and food exports to Russia became more
profitable. Id. at 5, 6.
59. MINISTRY OF ECONOMIC AFFAIRS, supra note 49, at 71.
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new economic climate." 6 In the third quarter of 1994, industrial
output grew by six percent.6' Western firms established new and
labor intensive industries in Estoma because of cheap labor.62
While the restructuring process continues in industry and agriculture, these industries apparently have survived the bleakest period
of the economic reform process.
Fortunately, not every industry suffered from the GDP
decline. Between 1989 and 1994, the service industry's proportion
of GDP grew.63 In 1991, the service industry accounted for thirtyfour percent of GDP; by 1994, it accounted for almost fifty
percent 64 The number of retail shops and the variety of manufactured goods increased. In 1989, Estonia had approximately 3800
state and cooperative owned retail enterprises and almost no
privately owned shops. 6 By contrast, in 1993, more than 3200 of
the approximate 7200 retail enterprises were privately owned.
These privately owned enterprises accounted for seventy percent
of the retail trade. The supply of goods distributed through the
retail and wholesale markets responded to price liberalization
and
66
trade, and helped to halt the decline of real wages.
Prices and wages underwent significant changes in the
transition process. Estoma began the process of price liberalization
in 1989 67 State enterprises initiated changes in prices subject to
rules the government established. By 1992, Estoma permitted a
full pass-through of cost, save for certain goods state enterprises

60. Id. at 21.
61. INTERNATIONAL MONETARY FUND, supra note 51, at 4.
62. As of October 1,1993,56 U.S. companies had participated m joint stock companies
with Estonian firms. Memorandum from Aili Evert, Embassy of Estonia, Washington D.C.
to John J.A. Burke 2-4 (Aug. 17, 1995) (on file with author).
63. "Since the currency reform, the Estonian service sector has expanded rapidly. In
fact, several sub-sectors, such as trade, trAnsport and communications, finance and real
estate, recorded positive growth both in 1992 and 1993." INTERNATIONAL MONETARY
FUND, supra note 51, at 6.
64. MINISTRY OF ECONOMIC AFFAIRS, supra note 49, at 38.

65. Id. at 42, fig. 4.
66. INTERNATIONAL MONETARY FUND, supra note 51, at 6. By offering better quality
goods for sale, these retail shops proved that the transition was worth enduring, at least for
those who had enough money to buy the new goods. Items such as Nike sneakers and
Sony televisions were m plentiful supply in Estonia by 1994. Upgraded hotels, restaurants,
and cafes showed substantial improvement in both the quality of service and in the
provision of amenities.
67. Id. at 7.
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produced and sold.61 These cost adjustments, expressed as
inflation, reached 210% in 1991 and peaked at 1176% m 1.992.69
The increase in the price of oil purchased from Russia mainly
caused the 1992 hypefinflation. While prices were rising, wages
were falling to nearly forty percent in 1992. The price-wage
disparity lowered the average worker's standard of living and
created serious economic difficulties for people on pensions or
fixed incomes.7' The inflation raie was brought somewhat under
control by 1993, when it was reduced to 35.6%.71 The purchasing
power decreased, however, given the lethargic rise of wages and
the low interest rate on investment and savings.
Under Soviet rule, Estoman trade was lirmted to the republics
of the Soviet Union. After Soviet rule, Estonia completely
reformed the trade system to establish worldwide trade relations.
.Trade liberalization began in 1991 when the very high Soviet
tariffs were abolished."72 Consequently, "trade with the republics
of the former Soviet Umon fell from 95% in 1991 to 26-27% in
1993." 73 Estoma pursued a very liberal trade regime, removing all
import trade barriers to allow manufacturers to buy imported
machinery and goods at world market prices, as well as removing
all export barriers to encourage exports. Removing import barriers
forced domestic business to compete with foreign business, thereby
raising the quality of Estoman-made products and accelerating the
adjustment of prices to world levels. In 1992, member countries of
the European Free Trade Association (EFTA) accounted for thirty
percent of Estoma's imports and exports. Additionally, in 1993,
Estonia, along with Latvia and Lithuania, signed a Baltic free trade
agreement modeled along the lines of EFTA.75 In 1994, Estoma

68. Id. at 8.
69. 1 BANK OF ESTONIA, QUARTERLY REVIEW 7 (1993).
70. Although the International Monetary Fund notes that the average wage rose by
six percent n 1993, this rise m income had little effect against the impact of rising prices.
71. BANK OF ESTONIA, BULLETIN No. 1, at 9 (1994).

72. INTERNATIONAL MONETARY FUND, supra note 51, at 32.
73. Id. at 44.
74. MINISTRY OF ECONOMIC AFFAIRS, supra note 49, at 45.
75. INTERNATIONAL MONETARY FUND, supra note 51, at 33.
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began negotiations with the EU on a free trade agreement.7 6 To
support its liberal trade policies, Estonia permitted decentralized
payment agreements between commercial banks, and removed
restrictions on capital account transactions due to the full
convertibility of the kroon.'
V

LAW AS DERIVATIVE OF ECONOMIC ORGANIZATION

Estonia's legal system established during the transition penod
developed m reaction to economic conditions and the political
reforms resulting from independence. The popular desire to have
a free market economy, the preoccupation with increased wages,
and improved living standards cemented focus on legislation with
economic objectives. This detracted from other issues, such as
human rights, that could have been the focus of legal regulation.
An analysis of legislation enacted in the transition period
demonstrates that the law's primary function is to implement an
economic system.
Even before the adoption of the constitution and the
implementation of explicit rules, the first major changes to take
effect were the recogmtion of private property and the default rule
that everything is allowed unless expressly prohibited. These
changes reflected two economic realities: (1) individuals and firms
do not wait for governments to develop formal legal rules before
they begin to open businesses and make money; and (2)
government's ability to control economic events m a free market
system is limited. The outburst of entrepreneurial activity
following the collapse of the Soviet Union is probably the best

76. Id. at 32-33. Foreign and international institutions played a significant role in the
transition process. Estoma desperately needed to attract capital investment and to borrow
money for development. The World Bank, the International Monetary Fund, and the
European Bank for Reconstruction and Development provided technical assistance,
programs, and loans to Estoma. Advisors from these institutions also participated m the
establishment of the central bank, the Estonian Pnvatization Agency, and the health and
educational industnes. The governments of the United States, France, Great Britain, and
Germany offered technical advisors to create a securities market, a clearance and
settlement system, and a debt management system. Foreign governments established trade
and diplomatic relations with Estonia to gain a new trade partner. Foreign businesses,
particularly those based m Finland, Sweden, and Germany, entered the market and
established an Estonian presence.
77. Id. at 33. For a discussion on the kroon and currency reform, see infra notes 87-88
and accompanying text.
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evidence that economic reform precedes and shapes the formation
of legal rules. The incorporation of 20,000 businesses in 1991. and
the registration of 300 new compames per month in 1992 in
Estoma indicate the level of private sector activity.78 As of
November 1993, 41,820 enterprises had registered with the state.79"
By contrast, in 199.1, Estoma had 2234 state-owned enterprises, 421
enterprises under the control of local governments, and 1173
cooperative enterpnses.8 0 Even allowing for the greater value and
output of state enterprises, the behavior of firms and mdividuals in
the market reflected the private sector's impact in reversing the
negative macroeconomic consequences of the transition process.
The first modification of the legal system embodied the heightened
degree of economic freedom existing in the market during the early
stages of the reform period.
Estonia had to eliminate state-owned enterprises, which were
a hold-over from the Soviet system and an obstacle to a free
market economy. Consequently, the interim government adopted
a temporary bankruptcy decree to allow the reorganization or
termination of non-productive state enterprises. This bankruptcy
decree constituted one of the most important formal legal changes.
Once Estoma became 'fully independent, parliament responded by
enacting the 1992 Bankruptcy Code.!' More thorough than the
earlier decree, the Bankruptcy Code allowed for the reorganization
or dissolution of failing state enterprises, protected creditors' rights
to recover assets from-their debtors, and provided an encouraging
environment for lending and investing, The priority of the creditor
over the debtor rights was based on the economic need to establish
a lending system to propel developments in the industrial,

78. MINISTRY OF ECONOMIC AFFAIRS, supra note 49, at 94.
79. Companies initially registered according to specifications of temporary decrees that
did not impose substantial compliance burdens. For an English translation of this
corporation statute, see PAUL VARUL & VESA A. LAPPALAINEN, VIRON KAUPALLISTA
LAINSAADANTOA EEsTI KAUBANDUSE SEADUSED: ESTONIAN LAW ON BUSINESS 238-44
(1992) (setting forth the Enterprise Act).
80. THE WORLD BANK, supra note 7, at 46.
81. See Riigi Teataja 1992 [Law on Bankruptcy], No. 31, art. 403, translated in 4/5
LEGAL AcmS OF ESTONIA 83 (1993).
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agricultural, and service sectors.
Simultaneously, Estoma gradually developed legislation m the
pnvatization and commercial law areas. These legal rules also
were a response to market developments, not the other way
around.
For example, the law establishing the Estoman
Privatization Agency (EPA) responded to concerns about the slow
and disorganized pace of privatization, as well as claims of fraud
concerning several early privatized compames.' Subsequent legal
acts, such as the 1993 Law on Privatization, the 1993 Law on the
Privatization of Dwelling Rooms, and the 1994 Regulation on
Issuing Privatization Vouchers, further refined the character of
Estoma's pnvatization process.83 Because the market system
hinges on private property, these legal acts helped to establish a
free market by providing a vehicle through which the state could
transfer the ownership of its assets to private parties, and through
which these parties then could transfer the ownership of their
assets.
Developments in the commercial area further reflect the
primacy of the economy to legal development. -Initially, befitting
the unsophisticated nature of the economy, Estoma adopted a very
simple decree requiring the registration of juridical entities entitled
to do business. While this decree applied to partnerships and joint
stock companies, it provided only the most cursory provisions
regarding formation, management, and termination. Subsequently,
Parliament enacted the Commercial Code, reflecting the advances
in market development and the necessity for laws commensurate
Tlus code consists of 320
with those of its trading partners.'
sections and addresses issues that privately held and publicly
owned companies are likely to encounter in a free market

82. The EPA identified compames for sale, conducted international auctions, and
orgaized sales of several companies as initial public offerings to augment the stock market.
83. Riigi Teataja Part I 1993 [Law on Privatization], No. 45, art. 639, translatedin 3
LEGAL ACTS OF ESTONIA 67 (1993); Riigi Teataja Part I 1993 [Law on Pnvatization of
Dwelling Rooms], No. 23, art. 411, translatedin 2 LEGAL ACtS OF ESTONIA 35 (1993); and
Riigi Teataja 1994, No. 17, art. 312 (English translation not available).
84. Riigi Teataja 26/28, Mar. 17, 1995. A summary of the Commercial Code is
available in English. See ESTONIAN MINISTRY OF FOREIGN AFFAIRS, ESTONIAN NEW
BUSINESS CODE (COMPANIES ACt) 1995. The Estonian Ministry of Foreign Affairs
maintains an internet web page that provides useful information on political, legal, and
economic developments. The location is http'//www.vm.ee/new.html. The COMPANIES ACT
is found at http:l/www.vm.ee/eia/9510claw.html.
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economy. For example, the high minimum capital requirement
established for joint stock companies reflected a fear of both
financial instability flowing from earlier bank crises and thinly
capitalized enterpnses with dubious objectives.
The development of financial markets followed the same
pattern. Capital markets first developed in response to early bank
failures and strict lending practices. The securities market was
necessary to finance: (1) emerging firms because banks were unable
or unwilling to do so; and (2) banks that needed cash to meet
newly established minimum capital requirements. Investment funds
sprung into existence to compete with the banks for consumer
accounts and provide alternative means of corporate financing.
Firms raised cash through the capital markets to support expansion
and improve plant and equipment.
In 1993, Parliament enacted the Secunties Market Act, and in
1994 Parliament created the Secunties Board to regulate public
distributions of securities.' In 1994, Parliament also enacted the
Investment Funds Act to encourage the development of investment
funds, establish financial adequacy requirements for these
institutions, and protect consumers.8 6 In 1995, the stock market
and central depository opened without any specific regulatory
framework. The rise of economic institutions prior to any legal
regulation designed to support and regulate them further
demonstrates the correlation between economic development and
legal rules.

85. Riigi Teataja Part I 1993 [Law on Securities Market], No. 35, art. 543, translated
in 2 LEGAL AcTs OF ESTONIA 48 (1993). The Charter of the State Securities Board of the
Republic of Estonia, which was approved by-Mimster s Decree No. 154 on October 21,
1993, established the Securities Board. See ESTONIAN SECURITIES MARKET REGULATORY
ACTS 61-63 (Tallinn 1994). For an analysis of the Estonian Securiiies Market, see John
J.A. Burke, The Estonian Securities Market Act: A Lesson for Former Republics of the
Soviet Union, 27 VAND. J. TRANSNAT'L L. 545 (1994).
86. Whether these regulations are necessary to achieve economic growth and honest
business practtces is debatable. If the market were unregulated, the competition of firms
might produce adequate standards. In the early period of the transition process, this
development took place and appeared to work well. It will never be known whether the
unregulated market would have produced adequate business standards since -Estonia
decided to enact market regulations.
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Currency and banking reforms provide additional support for
the domnnant position that economic policy shapes law. Estoma
was the first former republic of the Soviet Union to abandon the
ruble.' Because the ruble was unstable, not fully convertible into
hard currency, and untrustworthy as a medium of exchange, its use
slowed the reform process. In 1992, Estonia introduced the
"kroon" as its currency, pegged it to the German mark, and opted
for a currency board arrangement to guarantee its value.88
Currency reform allowed businesses to conduct transactions in a
stable currency. Additionally, ordinary individuals were able to
measure the value of their work and compare foreign and domestic
prices. The creation o( the Central Bank in 1992 laid the foundation for the commercial banking system and supported further
development of financial markets. As a practical matter, the
enactment of appropriate legal acts accomplished the currency and
banking reforms, and clearly constituted an instrument of economic
policy.
Similarly, the legal rules covering price liberalization, trade,
and tax collection derived from economic policy issues. To set
demand and consumption of goods according to supply and
demand, Parliament enacted a series of legal acts to remove state
subsidies. These legal acts reflected the need to adjust prices of
goods according to their actual cost. Estoma established a system
of trade and customs regulations reflecting its policy of open
markets. 89 Additionally, Estoma constructed a favorable tax

87. The idea of introducing its own currency dates back to 1987 when Estonia was
under Soviet rule. See Siim Kallas, Significance of Monetary Reform in Estonia, 1
ESTONIAN KROON 4, 4-7 (June 1993) (explaining the origin of monetary reform in Estonia).
88. Under the Estonian arrangement, the Issue Department of the Central Bank
operates the currency board. The currency board gives the kroon holders confidence in

the currency by guaranteeing the exchange of bank notes and deposits in kroon placed with
the bank. The guarantee is backed by foreign reserves comprised of gold reclaimed from
foreign countries. The guarantee is based on pegging the kroon to the German mark at
a rate of one German mark to eight kroons. "This [exchange rate) corresponded quite
closely to [the] market rate of the rouble to the deutschmark at the time of monetary

reform in Estoma." Kallas, supra note 87, at 10. For a full explanation of the Estonian
currency board arrangement, see Adam G.G. Bennett, The Operation of the Estonian
Currency Board, in PAPER ON POLICY ANALYSIS AND ASSESSMENT

OF THE INTER-

NATIONAL MONETARY FUND (1992).

89. Because Estonia is a small country, it must "rely on dpen international competition
to establish a rational set of prices, ensure competitiveness in its markets, and provide for
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environment for business to attract foreign investment and
establish foreign enterprises. For example, the tax code provided
a tax break to foreign firms willing to invest in Estoma, and set a
flat tax of twenty-six percent, which is low m comparison to 'tax
rates m other markets in the same regon.9°
Economic policies also partially accounted for changes in
criminal law. First, the market required amendment of the
provisional crimunal code. To make lawful the basic economic
activity of a free market, crimes based on speculation-the sale and
purchase of goods by private business-had to be deleted from the
criminal code. Second, because the provisional criminal code
conflicted with the new Constitution, Estoma ordered a complete
revision of the criminal code. The revised criminal code, not yet
adopted, recognizes the protection of property rights and the right
to engage in market activity found in the Constitution. Moreover,
laws crumnalizing theft,. damage, or destruction proved necessary
to -provide security for market place competitors whose lawfully
acquired property needed protection.
Observation of other, less obvious commercial legislation also
supports the conclusion that econonuc policy permeates the
substance of Estoma's new legal system. 91
The Estoman
constitution sets the framework for a market economy by protectmg the right to own and dispose of property, and to engage in
commercial activity. Article 32 provides that "[t]he property rights
of all persons shall 'be inviolable and shall enjoy equal protection"
and that "[elvery person shall have the right to freely possess, use
and control his or her property," subject to the usual restriction to

long-run growth." THE WORLD BANK, supra note 7, at 13. Although a substantial amount

of trade continued with the Russian Federation; Finland and Sweden emerged as Estonia's
two largest trading partners, followed by Great Britain. and Germany.
90. Riigi Teataja Part 11993 [Income Tax Law], arts. 79 and 1184, sec. 7, translatedin
ESTONIAN TAXES 26,29 (1994). In 1994, Estonia repealed the legislation providing a tax
break for enterprises. Id. at 48.
91. This is not to suggest that only economic policy dominated public debate.
Withdrawal of Russian soldiers, the law of citizenship, and the treatment of the Russian
mmnonty also produced fierce debates in the legislature. The international attention the
latter issues received, however, provided a narrow vtew of the Estonian transition process.
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protect the public interest. 2 The Constitution extends property
right protection with equal force to intellectual property.93
Additionally, Article 29 provides that "[e]very Estoman citizen
shall have the right to freely choose his or her fields of activity,
profession and place of work."94 Article 15 enforces these nghts
by guaranteeing that "[e]very person shall have the right to bring
a case before
the courts if his or her rights or liberties have been
95
violated.

The addition of individual rights of privacy, speech, and
religion to economic rights marks a clear division between civil and
state society. The individual rights spelled out m the Constitution
are the typical "negative" rights found in the U.S. Bill of Rights
and other international documents. Contrary to the Constitution
of the former Soviet Union, which spelled out citizens' duties and
the states' goals, Estoman individual rights arm citizens with rights
against the state. By conferring authority on physical and juridical
persons, the Constitution diminshes the state's authority and sets

up the division between civil and political society present in most
market economies. The independent judiciary and the legal
chancellor play an important role in Estoma's free market
framework by ensuring that the legislature does not lessen the

92. ESTONIAN CoNsT. ch. II, art. 32. Additionally, it provides:
No property may be expropriated without the consent of the owner, except in
cases of public interest, in accordance with procedures established by law, and in
exchange for equitable and appropriate compensation. Any person whose
property has been expropriated without his or her consent shall have the right to
bring a case before the courts and to contest the expropriation, and the nature
and amount of compensation.
Id.
93. Article 39 provides, "Authors shall have the inalienable right to their work. The
state shall protect intellectual property rights." Id. The state has implemented this
provision of the Constitution. On November 11, 1992, the Riigikogu passed the Copyright
Law, protecting authors by giving them a right in their work for life plus 50 years. Riigi
Teataja 1992 [Copyr.ght Law], No. 49, art. 614, translatedin 1 LEGAL ACTS OF ESTONIA
3 (1993). On March 16, 1994, the Riigikogu passed the Patent Law, Riigi Teataja Part I
1994 [Patent Law], No. 25, art. 406, translated in 5/6 LEGAL ACTS OF ESTONIA 107 (1994),
and the Utility Model Law, Riigi Teataja Part I 1994. [Patent Law], No. 25, art. 407,
translatedin 5/6 LEGAL ACts OF ESTONIA 131 (1994), which applies to novel and useful
inventions.
94. ESTONIAN CONST. ch. II, art. 29. It also states that "[u]nless otherwise established
by law, this right shall exist equally for Estonian citizens and citizens of foreign states and
stateless persons who are sojourning in Estonia." Id. The Constitution also gives workers
the right to establish a union or association to protect their rights. Id.
95. Id. art. 15.
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degree of economic protection the Constitution guarantees.96
Thus, the Estonian Constitution creates safeguards facilitating the
transition to a free market economy.97 Protection of property
rights, combined with an independent judiciary encourages

international investment and spurs domestic investment and
initiative. 8 Persons who engage in economic activity in Estoma,
therefore, are assured that the state may not take their property
without due process or abrogate their contracts. 99
Some may argue that the theory of economic factors shaping
legal rules proves only that a small portion of a legal system
derives from economic order. Such an argument, however, misses
the crucial point that the preponderance of legal rules deriving

from economic need overwhelms the legal rules based on noneconomic considerations such that the legal system fairly can be
explained as an instrument of economic policy. Legal rules based
on non-economic concerns are subordinate to legal rules tnplementing economic policy. Individuals and firms seek wealth. In
Estoma, this is exemplified by the virtual domination of the
political process by economic issues. Theoretically, Estoma could
have focused on the development of human rights. It did not do
so, however, because of the importance of economic welfare. To
argue that a legal system's main function is not the expression of
96. "The courts shall be independent in their work and shall administer justice in
accordance with the Constitution and law." Id. ch. XIII, art. 146. Article 147 of the
constitution provides that "[j]udges shall be appointed for life," and "[gluarantees for the
independence of judges and the legal status of judges shall be established by law." Id ch.
XIII, art. 147. Chapter XII establishes the office of the legal chancellor, whose role is to
monitor the constitutional validity of law made by the Riigikogu or the government. Id.
ch. XII. Article 142 of chapter XII states that, if the legal chancellor deems a law to be
unconstitutional, "he or she shall propose to the body which has adopted that act that it
bring the act into accordance with the Constitution or the law within twenty days." Id.
In the event the Riigikogu or government fails to act, the legal chancellor is empowered
to ask -the National Court to declare the law invalid. Id.
97. See generally Sunstem, supra note 2 (demonstrating the relationship between
constitutionalism on one hand, and economic development and democratic self-government
for eastern European countries on the other hand).
98. Id. at 907-08.
99. The protection of property against takings without due process and the protection
of contractual relations against government interference are two main components of the
rule of law. Id. at 923-24.
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economic need just because advanced legal systems have numerous
non-economic rules, is like arguing that because people use
contraceptives the theory of natural selection is wrong. Sophisticated legal systems are feather-bedded away from their essential roots
in economic necessity.
While the above discussion focused on select examples of
some of the most important changes in Estoman law, an analysis
of all the Estonian statutes enacted from 1991 through 1995
provides compelling support for the hypothesis that a legal system
consists primarily of legal rules regulating economic issues and,
consequently, a legal system's main purpose is to implement
underlying economic policy. Because Estoma has a civil law
system in which judicial authority to make law is limited, these
statutes comprise the essential laws of the legal system." °
Additionally, although the government has the authority to issue
decrees, it must do so within the confines of the relevant statutes.
For purposes of this Article, the legal acts are divided into
four categories: (1) economic; (2) non-economic; (3) hybrid; and
(4) governmental structure and procedure. The economic acts
refer to laws with a purely commercial purpose, such as the law of
business entities and the Sales Code. The non-economic acts refer
to laws unrelated to economic relationships, such as the law on
cultural self-government for minorities. The hybrid acts refer to
laws having combined economic and non-economic purposes, such
as environmental laws. Finally, the governmental structure and
procedure acts refer to laws that are procedural rather than
substantive or that bear on the creation or management of public
institutions. Other statutes, which were difficult to classify, were
categorized into the non-econormc acts so as not to skew the
results in favor of the hypothesis.
100. For example, lower and intermediate courts do not have any law-making authority
whatsoever and their decisions are not published. The National Court reviews acts of the
legislature on constitutional grounds. While the National Court publishes its decisions and
considers its decisions to have precedential value, its law-making role is significantly less
than the broad powers of the U.S. courts. Telephone Interview with Juri E. Taalman,
ABA Legal Specialist at the National Court of the Republic of Estonia (Oct. 27, 1995).
Mr. Taalman explained that the National Court has interpreted the Constitution as a source
of authority to issue binding decisions having the authority of law. The Riigikogu has not
opposed the court's interpretation of its own power. Several of the court's opinions have
been translated and published m the English language. Mr. Taalman has translated
I
approximately twelve of them.
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The data consist of 353 statutes enacted by the Estonian
Parliament between January 16, 1991, and May 3, 1995, and
contained in the List of Current Acts found in the National
Computer Center of Estonia.10 ' The statutes include domestic
legislation, and international conventions and treaties. International conventions, and treaties (treaties) are included because they
have the force of law.'012 For purposes of analysis, the statutes
are classified and graphed as follows, with the actual number of
statutes in a classification appearing within the brackets:
(1) economic domestic statutes [109];
(2) non-economic domestic statutes [43];
(3) hybrid domestic statutes [32];
(4) government structure and domestic procedure [42];
(5) economic treaties and their ratification [54];
(6) non-economic treaties and their ratification [221;
(7) treaties related solely to formal inter-country political
issues [18];
(8) hybrid treaties [14];
(9) loan agreements and their ratification [12]; and
(10) budget laws [7].

101. Otsitingimustele vastavate aktide nunekm [List of Current Acts] (on file with
author). Ham Beekman, a graduate of the law faculty of the Umversity of Tartu and of
the program in common-law studies of Georgetown University School of Law, translated
the list of current acts, and assisted the author in the classification of the statutes.
102. ESTONIAN CONST. ch. IX, art. 123.
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The ten categones were reduced to four by combining
domestic statutes and treaties into the appropriate classification,
and removing the statutes related to loan agreements and budgets

as irrelevant. This leaves the four categories of economic, nonecononuc, hybrid, and governmental structure and procedure, and
reduces the total number of statutes in the sample from 353 to 334.

Each category, expressed as a percentage of the 334 statutes
enacted in the 1991 to 1995 period, represents the following
percentage of the whole: (1) economic (48%); (2) non-economic
(19%); (3) hybrid (14%); and (4) governmental structure and
procedure (17%). 3

103. The percentages are computed as follows: economic domestic (109) plus economic
international (54) totals 163; non-economic domestic (43) plus non-economic international
(22) totals 65; hybrid domestic (32) plus hybrid international (18) totals 50; and government
structure domestic (42) plus government structure international (18) totals 60. These totals
are then taken as an approximate percentage of the 334 statutes m the reduced sample.
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If the statutes related to government structure are removed in
order to identify the substantive law of Estonia, and if the hybrid
and economic categories are combined, then the legal acts
implementing economic policy account for- sixty-six percent of
Estoma's substantive legislation.
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This Article does not attempt to explain rights unrelated to
economic policies in economic terms. Rather, it explicitly acknowledges the limit of derivative theory. Legal rules, such as Estoma's
citizenship law, are better explained as difficult ethical decisions
solving complex political and emotional problems. Estonia based
its determination of the Russian minority's status on "principles
accepted by the Council of Europe and the CSCE."1' Applying
an economic analysis to the citizenship issue would not reflect an
accurate reading of'history. Acknowledging the linut of derivative
theory, however, does not diminish its effective use as a descriptive
device.
VI. APPLICATION OF THE DERIVATIVE THEORY TO NIS
COUNTRIES

The derivative theory applies to legal systems regardless of the
ideological bent or the particular character of the underlying
economy. The derivative theory is relevant to each NIS country
undergoing the transition from a planned to a free market
economy and from a single party system to a democracy. The NIS
countries differ 'in the degree to which they adhere to pure free
market principles and in the practical application of their economic
policies. The constitutional law of the NIS countries, for example,
predictably contains substantial social welfare provisions requiring
the state to intervene to provide jobs, education, and health care.
By contrast, Estonia has embraced a different form of capitalism,
preferring to limit the state's role and relying on market forces.
Despite these differences of economic-form, however, the premise
of derivative theory holds true: Economic policy concerns drive the
legal changes in the NIS countries.
For simplicity's sake, this Part focuses on economic and legal
developments m the NIS countries that are similar to the economic
and legal developments taking place in Estoma' For example,
parallel developments- are evident in these five areas: (1)
constitutional law; (2) privatization programs; (3) recognition of
property rights; (4) the banking system and capital markets; and (5)
the restructuring of the legal system' 05 Because an individual
104. Bildt, supra note 47, at 80.
105. See, e.g., Cheryl W Gray, et al., Romania's Evolving Legal Frameworkfor Private
Sector Development, 7 AM. U. J. INT'L L. & POLLY 617 (1992) (explaining the
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study of every NIS country is beyond the scope of this Article, the
secondary source literature explains many of the legal, political,
and economic developments in the NIS countries.3 6 While the
secondary literature tends to focus on the Czech Republic,
Hungary, Poland, Romama, and Russia because these countries
present substantial economic opportumties for western firms, it
nevertheless is a rich source of data for developments in the NIS
countries.
A review of the Constitutions of the Russian Federation,
Republic of Romama, Czech Republic, Republic of Lithuania,
Republic of Slovema, and Republic of Bulgaria demonstrates that
each embodies a. set of economc policy decisions. These
Constitutions protect private property rights, and the right to
engage in private sector economic activity, and provide for
enforcement of these rights by an independent judiciary. Some
Constitutions contain welfare protections that deviate from the
pure free market model but are typical of European traditions. In
any event, the constitutions establish the fundamental legal
framework'for market activity. Although the economc component
comprises a small part of the constitutions, the fact that they
embody an explicit set of economic policy decisions supports the
derivative theory's claim that law is a vehicle for the economic
ordering of states.
The Russian Federation Constitution provides the best
paradigm because of its clear statement of economic objectives.
The Constitution expressly guarantees "the integrity of economic
space, a free flow of goods, services and financial resources,

development of the legal framework for economic activity and providing proof for the
claim that the legal system implements economic policy).
106. If one assumes that the secondary literature provides a fairly accurate reflection
of NIS developments, then it also shows that the NIS countries' dominant concern is
economic policy. See, e.g., Martin Butora, Eastern Europe:A Symposium on the Effects of
Radical PoliticalChange, 7 AM. U. J.INT'L L. & POL'Y 435 (1992); Symposfum, Trade
and ForeignInvestment in Eastern Europeand the Soviet Union, 24 VAND. J.TRANSNAT'L

L. 205 (1991); George Gluck, Foreign Investments in Hungary: An Overview of Recent
Legtslation, 12 WHnTIER L. REV 159 (1991); Marta Kiszely, Centraland Eastern Europe
and the Republics of the FormerSoviet Union: A Guide to Current Sourcer of Laws and
Other Documents in English, 22 INT'L J.OF LEGAL INFO. 141-90 (1994).
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support of competition, and the freedom of economic activity."'"
Additionally, it provides, "[e]veryone has the right for a free use
of his abilities and property for entrepreneurial and other activities
Further, the Constitution allows
not prohibited by law."'' l
"citizens and their associations" to own land, and it legitiuizes the
existence of private property by allowing individuals to possess,
use, and alienate property without state approval.'09 AdditionalTo complement
ly, "the right of inheritance is guaranteed.""
this system of private property rights, the Constitution clarifies that
individuals may freely select their professions and type of
To give substance to these abstract rights, the
work."'
Constitution states, "[e]veryone shall be guaranteed protection of
his or her rights and liberties in a court of law.' 12 Taken
together, these articles of the Russian Federation Constitution
promote economic development along free market lines and
thereby implement econouc policy."'
Developments in the NIS countries in privatization, banking,
and financial markets parallel those in Estoma. Moreover, the
derivative theory explains these developments. Imtially, as in
Estoma, "the greatest importance was attached to reforms
involving stabilization and liberalization of prices, lowering of trade4
barriers, fiscal restraint, and currency convertibility.""1
Thereafter, as in Estonia, most NIS countries began a program to
privatize state-owned enterprises in an effort to transfer state assets

107. RUSSIAN FEDERATION CONST. ch. 1, art. 8(l).
108. Id. ch. 2, art. 34(1).
109. Id. arts. 35, 36.
110. Id. art. 35.
111. RUSSIAN FEDERATION CONST. ch. 2, art. 3.
112- See id. art. 46.
113. For constitutional provisions dealing with protection of the right of private
property, see SLOVENIA CONST. art. 33; LITHUANIA CONST, ch. 2, art. 23; ROMANIA
CONST. tit. II, ch. 2, art. 41; id. tit. IV, art. 135; CZECH CONST. Charter of Fundamental
Freedoms ch. 2, art. 11. Constitutional provisions dealing with free market activity are"
found in SLOVENIA CONsT. art. 74; LITHUANIA CONST. ch. 4, art. 46; ROMANIA CONST.
tit. IV, art. 134; CZECH CONST. ch. 4, art. 26. Examples of welfare provisions are found
in SLOVENIA CONST. art. 66 (state job creation); td. art. 78 (subsidized housing); and id. art.
50 (state health and social security benefits).
114. See Ronald Darnels & Robert Howse, Reforming the Reform Process: A Critique
of Proposalsfor Pnvatizationin Centraland Eastern Europe,25 N.Y.U. J. INT'L L. & POL.
27, 27 (1992) (criticizing privatization plans designed mainly by western economists as
lacking conceptual coherence).
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to private indi iduals. This policy was aimed at reducing the
government's role in the economy and increasing the role of the
private sector in the ownership of productive assets. Most
countries established state agencies to supervise the valuation and
sale of state property. For example, in 1990, Hungary set up the
State Property Agency to examine "the valuation and selling of
state-owned property" and to report to the Parliament."5 Poland
established the office of Mimster of Ownership Transformation in
1990,116 and the Russian Federation established the State Comittee for the Management of State Property."7 While the details
of the privatization programs differed from country to country, all
the countries shared the objectives of wealth maxmuzation,
decentralization of state power, and empowerment of the private
sector by providing financial resources and incentives to challenge
state action.
In conjunction with privatization, several NIS countries
established commercial banking systems and securities markets.
The enabling legislation of these institutions demonstrates their
free market character. The Constitutions of most NIS countries
provide for the establishment of a central bank to control monetary
policy. For example, the Russlaff Federation Constitution states,
"[t]he monetary emission [of the ruble] shall be the exclusive
8
responsibility of the Central Bank of the Russian Federation."
Article 98 of the Constitution of the Czech Republic, in creating a
central bank, states, "[i]ts main objective is the care for the stability
of the currency.""' 9 The National Bank of Poland "regulates the
circulation of currency, fixes foreign exchange rates and supervises

115. Francis A. Gabor, The Quest for Transformation to a Market Economy:
Privatizationand Foreign Investment in Hungary, 24 VAND. J.TRANSNAT'L L. 269, 289
(1991).
116. David Gordon, Pnvatizationin Eastern Europe:The PolishExperience, 25 LAW &
POL'Y INT'L BUS. 517 (1994). The office of Minister of Ownership Transformation is
directed to "implement state policy on privatization as embodied in the Pnvatization.Act."
Id. at 525 (footnote omitted).
117. Anthony V Raftopol, Russian Roulette: A Theoretical Analysis of Voucher
Privatizationin Russia, 11 B.U. INT'L U. 435, 443 (1993).
118. RUSSIAN CONST. ch. 3, art. 75.
119. CZECH CONST. ch. 6, art 98.
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the foreign currency. transactions of banking mstitutions. 12°
Commercial banks in the NIS countries no longer perform the role
they did under the central planned economic system. Rather, they
perform functions typically associated with standard commercial
banks. In part, the enactment of banking legislation approximating
Western European credit mstitution law demonstrates this role.
Legal developments in the capital markets follow the pattern
in the Estonian market. Many "[E]ast European nations, and a
number of former republics of the Soviet Umon, have established
or are establishing their own stock markets to attract foreign and
domestic investment capital."'21 Consistent with their pre-commumst tradition of free markets, Hungary, Poland, and the Czech
Republic were the first countries to open stock markets after the
Soviet Umon's collapse." 2 The legislation in this area mcorporates widely recognized principles drawn from European and U.S.
legal systems. Coinciding with the development of the markets is
the growth of financial intermediaries that offer privatized business
sources of capital and business expertise.'23 Additionally, NIS
countries have developed, or are in the process of developing, debt
management programs to finance their budgets based on western
economic and legal concepts. Moreover, most NIS countries have
restructured their tax systems m response to the privatization
process and other market developments.
The development of similar legislation in the NIS countries is
compelling. Because the NIS countries generally have chosen to
develop their economies along free market lines, their legal systems
tend to contain western-style laws based on European, Scandinavian, and common law models. The similarity in legal rules
demonstrates the economic system's authority to shape legal rules
and override differences of culture, language, and location. For
120. POLISH INVESTMENT COMPANY, S.A., FOREIGN INVESTOR'S GUIDE TO POLAND

53 (1992).
121. William C. Philbrick, The Paving of Wall Street In Eastern Europe: Establishingthe
Legal Infrastructurefor Stock Markets in the Formerly Centrally Planned Economies, 25
LAW & POL'Y INT'L Bus. 565, 571 (1994).
122. The Budapest Stock Exchange was established on June 19, 1990. Tlus interest in
the development of secuntites markets is widespread. Latvia, Lithuania, Slovenia and
Bulgaria have stock markets, and the Central Asian republics, such as Kazakhstan and
Kyrgyzstan, have investment banks.
123. Yolanda K. Kodrzycki & Eric M. Zolt, Tax Issues Arisingfrom Privatizationin the
Formerly Socialist Countries, 25 LAW & POL'Y INT'L Bus. 609, 624 (1994).
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example, from a technic.al point of view, there was no reason why
Estoma could not have imported Poland's securities laws.
Although Estonia enacted an individualized securities statute, the
overlap between the Polish and Estonian laws shows that economic
organization drives the construction of legal systemrs The ideology
of the free market, however, does not determine law. Had these
NIS states chosen to follow another type of economic system, for
instance an Asian one, the legal system would reflect the underlying business relationships of that system.
VII.

PROBABLE APPLICATION OF THE DERIVATIVE THEORY
TO NON-NIS COUNTRIS

The question arises whether the legal reform experience of
Estonia and other NIS countries has any relevance to foreign legal
systems such as that m the United States. The relevance, if any, is
not obvious because countries like Estonia and the Umted .States
are the products of different histories, culture, and language. On
this ground, some may argue that their respective legal systems are
entirely different and, therefore, a theory explaining the Estonian
legal system has no relevance for the U.S. legal system. The
relevancy arises, however, based on the fact that countries like
Estonia and the United States have siilar economic systems and,
broadly speaking, similar economic objectives. Thus, although
other Western countries may not be undergoing a transition slmilar
to that in Estoma, correlations made between law and economic
organization in Estoma have relevance to those other legal systems.
Modern industrial societies share similar general objectives,
namely economic prosperity and public order. Because the free
market economies of the Umted States and western Europe are
variations of Adam Smith's model,124 as modified by John

124. See ADAM SMITH, AN INQUIRY INTO THE NATURAL CAUSES OF THE WEALTH OF
NATIONS (1776) (articulating the market run economic system and asserting that the
market is self-regulating); see also JOHN KENNETH GALBRAITH, ECONOMICS IN
PERSPECTIVE 57-72 (1987).
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Keynes,1 2' a preponderance of contemporary law represents each
government's attempt to intervene m the workings of the market.
Although this explanation does not account for all legal rules found
in these legal systems, it does explain debates about how to use law
to achieve desired economic effects and provides a more satisfying
answer than any competing legal theory.126 For example, it better
explains law than Oliver W. Holmes' statement that law is a
prediction of what judges will do. 27 First, Holmes' statement is
not a legal theory. Second, it does not apply to a non-common law
system where judges do what legislatures instruct them to do.
Finally, even in a semi-common law system such as the Umted
States, it does not explain legislative law-making and understates
the importance of statutory law.
The fact that law derives from developments in the
marketplace is obvious. Recent changes m the U.S. Uniform
Commercial Code illustrate tins point. When leases, for tax and
other finance reasons, began to overtake sales in terms of their
popularity, the drafters of the Code wrote a new Article 2A to deal
with the novel aspects of the lease transaction." Additionally,
when people began to make payments by a series of electromc
transfers, the drafters of the Code promulgated Article 4A to cover
this new payment device. 2 9 Furthermore, Congress is reconsider-

125. See JOHN MAYNARD KEYNES, THE GENERAL THEORY OF EMPLOYMENT

INTEREST AND MONEY (1936) (analyzing the "underemployment equilibrium" as setting
the theoretical basis of government intervention in the marketplace); see also ROBERT
LEKACHMAN, THE AGE OF KEYNES (1966)..
126. A vital link exists between free market economic policies and democratic rights.
See ROBERT L. HEILBRONER & JAMES K. GALBRAITH, THE ECONOMIC PROBLEM 24 (9th

ed. 1991). An example of a society having a planned economy along with the political
freedoms of liberalism does not exist. Id. According to Marx and Engels, after the
proletarian revolution and the destruction of the bourgeoisie, a period of transition to a
communist regime would follow. Communism was to inaugurate a new era that would
enable the freedom and equality of the individual to be fully realized. Such was the
promise of the October Revolution and those that followed in China, Cuba, and Nicaragua.
These revolutions, however, did not result in a society in which the individual could
flourish, particularly in the arts, letters, and sciences. The question remains whether a
society with a planned economy, which implies extensive regulation of society, is
theoretically and practically mcompatible with liberal political liberties.
127.
Posner
128.
129.

Oliver W Holmes, The Path of the Common Law, 10 HARV L. REv 61 (1897).
endorsed this view in The Problems ofJurtsprudence. POSNER, Supra note 5, at 223.
U.C.C. sec. 2A-101 et seq. (West 1995).
Id. sec. 4A-101 et seq.
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mg the Glass-Steagall Act,"' which separates commercial from
investment banking, because of the view that U.S. institutions may
be more competitive if allowed to combine banking and securities
businesses. Additionally, areas of law such as antitrust, property,
contracts, and torts have a firm basis in economics. Potential
economic effects also shape other areas of the law that do not deal
directly with economic objectives, such as environmental law and
family law. Environmental laws reflect a balance between costs
and benefits; family law sets rules for property division and
payment allocation.
In the international area, particularly in the domain of
statutory law, the market shapes a substantial number of legal
rules. The EU directives setting uniform standards for business
exemplify this relationship between law and economics. The fact
that the EU's political umty developed from an earlier economic
association is some evidence of economic relationships shaping
non-economic legal rules. Another example is the level of
similanties in business laws of most countries. Securities laws
cover similar subject matter and' address similar market place
problems. They generally regulate public sales of securities, take
a laissez-faire approach to the private market in securities, define
and pumshfraud, and establish special regulatory schemes for
investment funds. Despite technical differences among the
securities statutes based on local conditions of different countries,
the strong degree of similarity demonstrates that the workings of
the capital markets generally determine the form of the legal rule.
Finally, derivative theory fits with the historical variation that
has marked the development of legal systems. Law does not have
any object that is properly its own; it is defined by reference to
social behavior, political procedures, and economic transactions.
The derivative theory asserts that most law derives from the set of
concrete relations pertaining to the way human beings satisfy their
economic needs. If this. is not so, then law must derive from

130. Pub. L. No. 73-66, 48 stat. 162 (codified a amended in scattered sections of 12
U.S.C.). The sections dealing directly with the separation of banking and securities
activities are found at 12 U.S.C. §§ 78, 377, 378 (1995).
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something that is abstract, like a notion of justice, or a noneconomic set of concrete relations. If law derives from a noneconomic set of relations, what are they9 The argument that the
majority of law m an industrialized country represents pure
political choices is implausible, because these choices are partially
the product of specific historical circumstances involving economic
development and the pursuit of wealth. If law derives from justice,
then legal theory is reduced to metaphysics, a field of inquiry that
is not subject to testing, and, thus, falls outside the range of
rational thought based on empirical proof. Under the metaphysical
view, differences of opimon turn on preference rather than
knowledge. While psychological and political reasons for turning
to metaphysics may exist, attempting to introduce a "reality check"
into the field of legal theory is intellectually more satisfying.
For Estoma, the overriding economic concern was to create a
free market economy which required a total upheaval of the preexisting system. Consequently, the dependent relationship between
law and economic policy is fairly clear. This, in no way, however,
diminishes the relevance of the derivative theory for legal systems
generally. It only means that, in societies where a free market or
command economy already exists, the precise econormc goals are
more difficult to ascertain because they represent complex
judgement and trade-offs among various factors.
VIII.

CONCLUSION

The idea that law derives from economic relationships is an
old one that people have tended to avoid because it is too
simplistic. Looking at law in this way, instead of resorting to
philosophical texts, provides a method of understanding the origins

and direction of a country's legal system. The legal system's
derivative nature explains the evolution of legal rules in different
societies at different periods of development, whereas, other
theories that focus on legal rules outside economic structure miss

the forest for the trees. Because any theory is only as good as its
power to explain something, until someone comes up with a better
explanation of legal rules in a modern society, derivative theory

should be recognized for what it is-a conditionally true theory of
law. The legal developments that occurred in the Soviet Union
and later m the independent states provide compelling empirical
evidence in support of derivative theory. The pattern of law's
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repeated dependence on 'economic structure demonstrates the
This Article makes an empirical
derivative relationship.
contribution m support of law as economic policy. Just-as Richard
Dawkms must -continue to argue Darwin's theory of natural
selection against false alternative- models, derivative theorists
apparently must continue to advance the argument of law as
economic policy with equal urgency because a large number of
legal theories do not start from this premise.

